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through retention of assets leased to
the alleged partnership).

(d) Retention of management powers
inconsistent with normal relationships
among partners. Retention by the
donor of control of business manage-
ment or of voting control, such as is
common in ordinary business relation-
ships, is not by itself to be considered
as inconsistent with normal relation-
ships among partners, provided the
donee is free to liquidate his interest at
his discretion without financial det-
riment. The donee shall not be consid-
ered free to liquidate his interest un-
less, considering all the facts, it is evi-
dent that the donee is independent of
the donor and has such maturity and
understanding of his rights as to be ca-
pable of deciding to exercise, and capa-
ble of exercising, his right to withdraw
his capital interest from the partner-
ship.

The existence of some of the indicated
controls, though amounting to less
than substantial ownership retained by
the donor, may be considered along
with other facts and circumstances as
tending to show the lack of reality of
the partnership interest of the donee.

(iii) Indirect controls. Controls incon-
sistent with ownership by the donee
may be exercised indirectly as well as
directly, for example, through a sepa-
rate business organization, estate,
trust, individual, or other partnership.
Where such indirect controls exist, the
reality of the donee’s interest will be
determined as if such controls were ex-
ercisable directly.

(iv) Participation in management. Sub-
stantial participation by the donee in
the control and management of the
business (including participation in the
major policy decisions affecting the
business) is strong evidence of a donee
partner’s exercise of dominion and con-
trol over his interest. Such participa-
tion presupposes sufficient maturity
and experience on the part of the donee
to deal with the business problems of
the partnership.

(v) Income distributions. The actual
distribution to a donee partner of the
entire amount or a major portion of his
distributive share of the business in-
come for the sole benefit and use of the
donee is substantial evidence of the re-
ality of the donee’s interest, provided

the donor has not retained controls in-
consistent with real ownership by the
donee. Amounts distributed are not
considered to be used for the donee’s
sole benefit if, for example, they are
deposited, loaned, or invested in such
manner that the donor controls or can
control the use or enjoyment of such
funds.

(vi) Conduct of partnership business. In
determining the reality of the donee’s
ownership of a capital interest in a
partnership, consideration shall be
given to whether the donee is actually
treated as a partner in the operation of
the business. Whether or not the donee
has been held out publicly as a partner
in the conduct of the business, in rela-
tions with customers, or with creditors
or other sources of financing, is of pri-
mary significance. Other factors of sig-
nificance in this connection include:

(a) Compliance with local partner-
ship, fictitious names, and business
registration statutes.

(b) Control of business bank ac-
counts.

(c) Recognition of the donee’s rights
in distributions of partnership property
and profits.

(d) Recognition of the donee’s inter-
est in insurance policies, leases, and
other business contracts and in litiga-
tion affecting business.

(e) The existence of written agree-
ments, records, or memoranda, con-
temporaneous with the taxable year or
years concerned, establishing the na-
ture of the partnership agreement and
the rights and liabilities of the respec-
tive partners.

(f) Filing of partnership tax returns
as required by law.

However, despite formal compliance
with the above factors, other cir-
cumstances may indicate that the
donor has retained substantial owner-
ship of the interest purportedly trans-
ferred to the donee.

(vii) Trustees as partners. A trustee
may be recognized as a partner for in-
come tax purposes under the principles
relating to family partnerships gen-
erally as applied to the particular facts
of the trust-partnership arrangement.
A trustee who is unrelated to and inde-
pendent of the grantor, and who par-
ticipates as a partner and receives dis-
tribution of the income distributable
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to the trust, will ordinarily be recog-
nized as the legal owner of the partner-
ship interest which he holds in trust
unless the grantor has retained con-
trols inconsistent with such ownership.
However, if the grantor is the trustee,
or if the trustee is amenable to the will
of the grantor, the provisions of the
trust instrument (particularly as to
whether the trustee is subject to the
responsibilities of a fiduciary), the pro-
visions of the partnership agreement,
and the conduct of the parties must all
be taken into account in determining
whether the trustee in a fiduciary ca-
pacity has become the real owner of
the partnership interest. Where the
grantor (or person amenable to his
will) is the trustee, the trust may be
recognized as a partner only if the
grantor (or such other person) in his
participation in the affairs of the part-
nership actively represents and pro-
tects the interests of the beneficiaries
in accordance with the obligations of a
fiduciary and does not subordinate
such interests to the interests of the
grantor. Furthermore, if the grantor
(or person amenable to his will) is the
trustee, the following factors will be
given particular consideration:

(a) Whether the trust is recognized as
a partner in business dealings with cus-
tomers and creditors, and

(b) Whether, if any amount of the
partnership income is not properly re-
tained for the reasonable needs of the
business, the trust’s share of such
amount is distributed to the trust an-
nually and paid to the beneficiaries or
reinvested with regard solely to the in-
terests of the beneficiaries.

(viii) Interests (not held in trust) of
minor children. Except where a minor
child is shown to be competent to man-
age his own property and participate in
the partnership activities in accord-
ance with his interest in the property,
a minor child generally will not be rec-
ognized as a member of a partnership
unless control of the property is exer-
cised by another person as fiduciary for
the sole benefit of the child, and unless
there is such judicial supervision of the
conduct of the fiduciary as is required
by law. The use of the child’s property
or income for support for which a par-
ent is legally responsible will be con-
sidered a use for the parent’s benefit.

‘‘Judicial supervision of the conduct of
the fiduciary’’ includes filing of such
accountings and reports as are required
by law of the fiduciary who partici-
pates in the affairs of the partnership
on behalf of the minor. A minor child
will be considered as competent to
manage his own property if he actually
has sufficient maturity and experience
to be treated by disinterested persons
as competent to enter business deal-
ings and otherwise to conduct his af-
fairs on a basis of equality with adult
persons, notwithstanding legal disabil-
ities of the minor under State law.

(ix) Donees as limited partners. The
recognition of a donee’s interest in a
limited partnership will depend, as in
the case of other donated interests, on
whether the transfer of property is real
and on whether the donee has acquired
dominion and control over the interest
purportedly transferred to him. To be
recognized for Federal income tax pur-
poses, a limited partnership must be
organized and conducted in accordance
with the requirements of the applicable
State limited-partnership law. The ab-
sence of services and participation in
management by a donee in a limited
partnership is immaterial if the lim-
ited partnership meets all the other re-
quirements prescribed in this para-
graph. If the limited partner’s right to
transfer or liquidate his interest is sub-
ject to substantial restrictions (for ex-
ample, where the interest of the lim-
ited partner is not assignable in a real
sense or where such interest may be re-
quired to be left in the business for a
long term of years), or if the general
partner retains any other control
which substantially limits any of the
rights which would ordinarily be exer-
cisable by unrelated limited partners
in normal business relationships, such
restrictions on the right to transfer or
liquidate, or retention of other control,
will be considered strong evidence as to
the lack of reality of ownership by the
donee.

(x) Motive. If the reality of the trans-
fer of interest is satisfactorily estab-
lished, the motives for the transaction
are generally immaterial. However, the
presence or absence of a tax-avoidance
motive is one of many factors to be
considered in determining the reality
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of the ownership of a capital interest
acquired by gift.

(3) Allocation of family partnership in-
come—(i) In general. (a) Where a capital
interest in a partnership in which cap-
ital is a material income-producing
factor is created by gift, the donee’s
distributive share shall be includible in
his gross income, except to the extent
that such share is determined without
allowance of reasonable compensation
for services rendered to the partnership
by the donor, and except to the extent
that the portion of such distributive
share attributable to donated capital is
proportionately greater than the dis-
tributive share attributable to the do-
nor’s capital. For the purpose of sec-
tion 704, a capital interest in a partner-
ship purchased by one member of a
family from another shall be consid-
ered to be created by gift from the sell-
er, and the fair market value of the
purchased interest shall be considered
to be donated capital. The ‘‘family’’ of
any individual, for the purpose of the
preceding sentence, shall include only
his spouse, ancestors, and lineal de-
scendants, and any trust for the pri-
mary benefit of such persons.

(b) To the extent that the partner-
ship agreement does not allocate the
partnership income in accordance with
(a) of this subdivision, the distributive
shares of the partnership income of the
donor and donee shall be reallocated by
making a reasonable allowance for the
services of the donor and by attrib-
uting the balance of such income
(other than a reasonable allowance for
the services, if any, rendered by the
donee) to the partnership capital of the
donor and donee. The portion of in-
come, if any, thus attributable to part-
nership capital for the taxable year
shall be allocated between the donor
and donee in accordance with their re-
spective interests in partnership cap-
ital.

(c) In determining a reasonable al-
lowance for services rendered by the
partners, consideration shall be given
to all the facts and circumstances of
the business, including the fact that
some of the partners may have greater
managerial responsibility than others.
There shall also be considered the
amount that would ordinarily be paid
in order to obtain comparable services

from a person not having an interest in
the partnership.

(d) The distributive share of partner-
ship income, as determined under (b) of
this subdivision, of a partner who ren-
dered services to the partnership before
entering the Armed Forces of the Unit-
ed States shall not be diminished be-
cause of absence due to military serv-
ice. Such distributive share shall be ad-
justed to reflect increases or decreases
in the capital interest of the absent
partner. However, the partners may by
agreement allocate a smaller share to
the absent partner due to his absence.

(ii) Special rules. (a) The provisions of
subdivision (i) of this subparagraph, re-
lating to allocation of family partner-
ship income, are applicable where the
interest in the partnership is created
by gift, indirectly or directly. Where
the partnership interest is created indi-
rectly, the term donor may include per-
sons other than the nominal trans-
feror. This rule may be illustrated by
the following examples:

Example 1. A father gives property to his
son who shortly thereafter conveys the prop-
erty to a partnership consisting of the father
and the son. The partnership interest of the
son may be considered created by gift and
the father may be considered the donor of
the son’s partnership interest.

Example 2. A father, the owner of a business
conducted as a sole proprietorship, transfers
the business to a partnership consisting of
his wife and himself. The wife subsequently
conveys her interest to their son. In such
case, the father, as well as the mother, may
be considered the donor of the son’s partner-
ship interest.

Example 3. A father makes a gift to his son
of stock in the family corporation. The cor-
poration is subsequently liquidated. The son
later contributes the property received in
the liquidation of the corporation to a part-
nership consisting of his father and himself.
In such case, for purposes of section 704, the
son’s partnership interest may be considered
created by gift and the father may be consid-
ered the donor of his son’s partnership inter-
est.

(b) The allocation rules set forth in
section 704(e) and subdivision (i) of this
subparagraph apply in any case in
which the transfer or creation of the
partnership interest has any of the sub-
stantial characteristics of a gift. Thus,
allocation may be required where
transfer of a partnership interest is

VerDate 13-JUN-97 15:12 Jun 14, 1997 Jkt 174084 PO 00000 Frm 00344 Fmt 8010 Sfmt 8010 E:\CFR\174084.013 174084



345

Internal Revenue Service, Treasury § 1.704–2

made between members of a family (in-
cluding collaterals) under a purported
purchase agreement, if the characteris-
tics of a gift are ascertained from the
terms of the purchase agreement, the
terms of any loan or credit arrange-
ments made to finance the purchase, or
from other relevant data.

(c) In the case of a limited partner-
ship, for the purpose of the allocation
provisions of subdivision (i) of this sub-
paragraph, consideration shall be given
to the fact that a general partner, un-
like a limited partner, risks his credit
in the partnership business.

(4) Purchased interest—(i) In general. If
a purported purchase of a capital inter-
est in a partnership does not meet the
requirements of subdivision (ii) of this
subparagraph, the ownership by the
transferee of such capital interest will
be recognized only if it qualifies under
the requirements applicable to a trans-
fer of a partnership interest by gifts. In
a case not qualifying under subdivision
(ii) of this subparagraph, if payment of
any part of the purchase price is made
out of partnership earnings, the trans-
action may be regarded in the same
light as a purported gift subject to de-
ferred enjoyment of income. Such a
transaction may be lacking in reality
either as a gift or as a bona fide pur-
chase.

(ii) Tests as to reality of purchased in-
terests. A purchase of a capital interest
in a partnership, either directly or by
means of a loan or credit extended by a
member of the family, will be recog-
nized as bona fide if:

(a) It can be shown that the purchase
has the usual characteristics of an
arm’s-length transaction, considering
all relevant factors, including the
terms of the purchase agreement (as to
price, due date of payment, rate of in-
terest, and security, if any) and the
terms of any loan or credit arrange-
ment collateral to the purchase agree-
ment; the credit standing of the pur-
chaser (apart from relationship to the
seller) and the capacity of the pur-
chaser to incur a legally binding obli-
gation; or

(b) It can be shown, in the absence of
characteristics of an arm’s-length
transaction, that the purchase was
genuinely intended to promote the suc-
cess of the business by securing partici-

pation of the purchaser in the business
or by adding his credit to that of the
other participants.

However, if the alleged purchase price
or loan has not been paid or the obliga-
tion otherwise discharged, the factors
indicated in (a) and (b) of this subdivi-
sion shall be taken into account only
as an aid in determining whether a
bona fide purchase or loan obligation
existed.

[T.D. 6500, 25 FR 11814, Nov. 26, 1960, as
amended by T.D. 6771, 29 FR 15571, Nov. 20,
1964; T.D. 8065, 50 FR 53423, Dec. 31, 1985; 51
FR 10826, Mar. 31, 1986; T.D. 8099, 51 FR 32062,
32068–32070, Sept. 9, 1986; 52 FR 10223, Mar. 31,
1987; T.D. 8237, 53 FR 53173, Dec. 30, 1988; T.D.
8385, 56 FR 66983, Dec. 27, 1991; 57 FR 11430,
Apr. 3, 1992; T.D. 8500, 58 FR 67679, Dec. 22,
1993; T.D. 8585, 59 FR 66728, Dec. 28, 1994]
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(2) Partner’s share of the net decrease in
partnership minimum gain.

(3) Conversions of recourse or partner non-
recourse debt into nonrecourse debt.

(h) Distribution of nonrecourse liability
proceeds allocable to an increase in partner-
ship minimum gain.

(1) In general.
(2) Distribution allocable to nonrecourse

liability proceeds.
(3) Option when there is an obligation to

restore.
(4) Carryover to immediately succeeding

taxable year.
(i) Partnership nonrecourse liabilities

where a partner bears the economic risk of
loss.

(1) In general.
(2) Definition of and determination of part-

ner nonrecourse deductions.
(3) Determination of partner nonrecourse

debt minimum gain.
(4) Chargeback of partner nonrecourse debt

minimum gain.
(5) Partner’s share of partner nonrecourse

debt minimum gain.
(6) Distribution of partner nonrecourse

debt proceeds allocable to an increase in
partner nonrecourse debt minimum gain.

(j) Ordering rules.
(1) Treatment of partnership losses and de-

ductions.
(i) Partner nonrecourse deductions.
(ii) Partnership nonrecourse deductions.
(iii) Carryover to succeeding taxable year.
(2) Treatment of partnership income and

gains.
(i) Minimum gain chargeback.
(ii) Chargeback attributable to decrease in

partner nonrecourse debt minimum gain.
(iii) Carryover to succeeding taxable year.
(k) Tiered partnerships.
(1) Increase in upper-tier partnership’s

minimum gain.
(2) Decrease in upper-tier partnership’s

minimum gain.
(3) Nonrecourse debt proceeds distributed

from the lower-tier partnership to the upper-
tier partnership.

(4) Nonrecourse deductions of lower-tier
partnership treated as depreciation by upper-
tier partnership.

(5) Coordination with partner nonrecourse
debt rules.

(l) Effective dates.
(1) In general.
(i) Prospective application.
(ii) Partnerships subject to temporary reg-

ulations.
(iii) Partnerships subject to former regula-

tions.
(2) Special rule applicable to pre-January

30, 1989, related party nonrecourse debt.
(3) Transition rule for pre-March 1, 1984,

partner nonrecourse debt.
(4) Election.
(m) Examples.

(b) General principles and definitions—
(1) Definition of and allocations of non-
recourse deductions. Allocations of
losses, deductions, or section
705(a)(2)(B) expenditures attributable
to partnership nonrecourse liabilities
(‘‘nonrecourse deductions’’) cannot
have economic effect because the credi-
tor alone bears any economic burden
that corresponds to those allocations.
Thus, nonrecourse deductions must be
allocated in accordance with the part-
ners’ interests in the partnership.
Paragraph (e) of this section provides a
test that deems allocations of non-
recourse deductions to be in accord-
ance with the partners’ interests in the
partnership. If that test is not satis-
fied, the partners’ distributive shares
of nonrecourse deductions are deter-
mined under § 1.704–1(b)(3), according to
the partners’ overall economic inter-
ests in the partnership. See also para-
graph (i) of this section for special
rules regarding the allocation of deduc-
tions attributable to nonrecourse li-
abilities for which a partner bears the
economic risk of loss (as described in
paragraph (b)(4) of this section).

(2) Definition of and allocations pursu-
ant to a minimum gain chargeback. To
the extent a nonrecourse liability ex-
ceeds the adjusted tax basis of the
partnership property it encumbers, a
disposition of that property will gen-
erate gain that at least equals that ex-
cess (‘‘partnership minimum gain’’). An
increase in partnership minimum gain
is created by a decrease in the adjusted
tax basis of property encumbered by a
nonrecourse liability below the amount
of that liability and by a partnership
nonrecourse borrowing that exceeds
the adjusted tax basis of the property
encumbered by the borrowing. Partner-
ship minimum gain decreases as reduc-
tions occur in the amount by which the
nonrecourse liability exceeds the ad-
justed tax basis of the property encum-
bered by the liability. Allocations of
gain attributable to a decrease in part-
nership minimum gain (a ‘‘minimum
gain chargeback,’’ as required under
paragraph (f) of this section) cannot
have economic effect because the gain
merely offsets nonrecourse deductions
previously claimed by the partnership.
Thus, to avoid impairing the economic
effect of other allocations, allocations
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pursuant to a minimum gain
chargeback must be made to the part-
ners that either were allocated non-
recourse deductions or received dis-
tributions of proceeds attributable to a
nonrecourse borrowing. Paragraph (e)
of this section provides a test that, if
met, deems allocations of partnership
income pursuant to a minimum gain
chargeback to be in accordance with
the partners’ interests in the partner-
ship. If property encumbered by a non-
recourse liability is reflected on the
partnership’s books at a value that dif-
fers from its adjusted tax basis, para-
graph (d)(3) of this section provides
that minimum gain is determined with
reference to the property’s book basis.
See also paragraph (i)(4) of this section
for special rules regarding the mini-
mum gain chargeback requirement for
partner nonrecourse debt.

(3) Definition of nonrecourse liability.
Nonrecourse liability means a non-
recourse liability as defined in § 1.752–
1(a)(2).

(4) Definition of partner nonrecourse
debt. Partner nonrecourse debt or partner
nonrecourse liability means any partner-
ship liability to the extent the liability
is nonrecourse for purposes of § 1.1001–2,
and a partner or related person (within
the meaning of § 1.752–4(b)) bears the
economic risk of loss under § 1.752–2 be-
cause, for example, the partner or re-
lated person is the creditor or a guar-
antor.

(c) Amount of nonrecourse deductions.
The amount of nonrecourse deductions
for a partnership taxable year equals
the net increase in partnership mini-
mum gain during the year (determined
under paragraph (d) of this section), re-
duced (but not below zero) by the ag-
gregate distributions made during the
year of proceeds of a nonrecourse li-
ability that are allocable to an in-
crease in partnership minimum gain
(determined under paragraph (h) of this
section). See paragraph (m), Examples
(1)(i) and (vi), (2), and (3) of this sec-
tion. However, increases in partnership
minimum gain resulting from conver-
sions, refinancings, or other changes to
a debt instrument (as described in
paragraph (g)(3)) do not generate non-
recourse deductions. Generally, non-
recourse deductions consist first of cer-
tain depreciation or cost recovery de-

ductions and then, if necessary, a pro
rata portion of other partnership
losses, deductions, and section
705(a)(2)(B) expenditures for that year;
excess nonrecourse deductions are car-
ried over. See paragraphs (j)(1) (ii) and
(iii) of this section for more specific or-
dering rules. See also paragraph (m),
Example (1)(iv) of this section.

(d) Partnership minimum gain—(1)
Amount of partnership minimum gain.
The amount of partnership minimum
gain is determined by first computing
for each partnership nonrecourse li-
ability any gain the partnership would
realize if it disposed of the property
subject to that liability for no consid-
eration other than full satisfaction of
the liability, and then aggregating the
separately computed gains. The
amount of partnership minimum gain
includes minimum gain arising from a
conversion, refinancing, or other
change to a debt instrument, as de-
scribed in paragraph (g)(3) of this sec-
tion, only to the extent a partner is al-
located a share of that minimum gain.
For any partnership taxable year, the
net increase or decrease in partnership
minimum gain is determined by com-
paring the partnership minimum gain
on the last day of the immediately pre-
ceding taxable year with the partner-
ship minimum gain on the last day of
the current taxable year. See para-
graph (m), Examples (1) (i) and (iv), (2),
and (3) of this section.

(2) Property subject to more than one li-
ability. (i) In general. If property is sub-
ject to more than one liability, only
the portion of the property’s adjusted
tax basis that is allocated to a non-
recourse liability under paragraph
(d)(2)(ii) of this section is used to com-
pute minimum gain with respect to
that liability.

(ii) Allocating liabilities. If property is
subject to two or more liabilities of
equal priority, the property’s adjusted
tax basis is allocated among the liabil-
ities in proportion to their outstanding
balances. If property is subject to two
or more liabilities of unequal priority,
the adjusted tax basis is allocated first
to the liability of the highest priority
to the extent of its outstanding bal-
ance and then to each liability in de-
scending order of priority to the extent
of its outstanding balance, until fully

VerDate 13-JUN-97 15:12 Jun 14, 1997 Jkt 174084 PO 00000 Frm 00347 Fmt 8010 Sfmt 8010 E:\CFR\174084.013 174084



348

26 CFR Ch. I (4–1–97 Edition)§ 1.704–2

allocated. See paragraph (m), Example
(1) (v) and (vii) of this section.

(3) Partnership minimum gain if there is
a book/tax disparity. If partnership prop-
erty subject to one or more non-
recourse liabilities is, under § 1.704–
1(b)(2)(iv) (d), (f), or (r), reflected on the
partnership’s books at a value that dif-
fers from its adjusted tax basis, the de-
terminations under this section are
made with reference to the property’s
book value. See section 704(c) and
§ 1.704–1(b)(4)(i) for principles that gov-
ern the treatment of a partner’s share
of minimum gain that is eliminated by
the revaluation. See also paragraph
(m), Example (3) of this section.

(4) Special rule for year of revaluation.
If the partners’ capital accounts are in-
creased pursuant to § 1.704–1(b)(2)(iv)
(d), (f), or (r) to reflect a revaluation of
partnership property subject to a non-
recourse liability, the net increase or
decrease in partnership minimum gain
for the partnership taxable year of the
revaluation is determined by:

(i) First calculating the net decrease
or increase in partnership minimum
gain using the current year’s book val-
ues and the prior year’s partnership
minimum gain amount; and

(ii) Then adding back any decrease in
minimum gain arising solely from the
revaluation.
See paragraph (m), Example (3)(iii) of
this section. If the partners’ capital ac-
counts are decreased to reflect a reval-
uation, the net increases or decreases
in partnership minimum gain are de-
termined in the same manner as in the
year before the revaluation, but by
using book values rather than adjusted
tax bases. See section 7701(g) and
§ 1.704–1(b)(2)(iv)(f)(1) (property being
revalued cannot be booked down below
the amount of any nonrecourse liabil-
ity to which the property is subject).

(e) Requirements to be satisfied. Alloca-
tions of nonrecourse deductions are
deemed to be in accordance with the
partners’ interests in the partnership
only if—

(1) Throughout the full term of the
partnership requirements (1) and (2) of
§ 1.704–1(b)(2)(ii)(b) are satisfied (i.e.,
capital accounts are maintained in ac-
cordance with § 1.704–1(b)(2)(iv) and liq-
uidating distributions are required to
be made in accordance with positive

capital account balances), and require-
ment (3) of either § 1.704–1(b)(2)(ii)(b) or
§ 1.704–1(b)(2)(ii)(d) is satisfied (i.e.,
partners with deficit capital accounts
have an unconditional deficit restora-
tion obligation or agree to a qualified
income offset);

(2) Beginning in the first taxable year
of the partnership in which there are
nonrecourse deductions and thereafter
throughout the full term of the part-
nership, the partnership agreement
provides for allocations of nonrecourse
deductions in a manner that is reason-
ably consistent with allocations that
have substantial economic effect of
some other significant partnership
item attributable to the property se-
curing the nonrecourse liabilities;

(3) Beginning in the first taxable year
of the partnership that it has non-
recourse deductions or makes a dis-
tribution of proceeds of a nonrecourse
liability that are allocable to an in-
crease in partnership minimum gain,
and thereafter throughout the full
term of the partnership, the partner-
ship agreement contains a provision
that complies with the minimum gain
chargeback requirement of paragraph
(f) of this section; and

(4) All other material allocations and
capital account adjustments under the
partnership agreement are recognized
under § 1.704–1(b) (without regard to
whether allocations of adjusted tax
basis and amount realized under sec-
tion 613A(c)(7)(D) are recognized under
§ 1.704–1(b)(4)(v)).

(f) Minimum gain chargeback require-
ment—(1) In general. If there is a net de-
crease in partnership minimum gain
for a partnership taxable year, the
minimum gain chargeback require-
ment applies and each partner must be
allocated items of partnership income
and gain for that year equal to that
partner’s share of the net decrease in
partnership minimum gain (within the
meaning of paragraph (g)(2)).

(2) Exception for certain conversions
and refinancings. A partner is not sub-
ject to the minimum gain chargeback
requirement to the extent the partner’s
share of the net decrease in partnership
minimum gain is caused by a guaran-
tee, refinancing, or other change in the
debt instrument causing it to become
partially or wholly recourse debt or
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partner nonrecourse debt, and the part-
ner bears the economic risk of loss
(within the meaning of § 1.752–2) for the
newly guaranteed, refinanced, or other-
wise changed liability.

(3) Exception for certain capital con-
tributions. A partner is not subject to
the minimum gain chargeback require-
ment to the extent the partner contrib-
utes capital to the partnership that is
used to repay the nonrecourse liability
or is used to increase the basis of the
property subject to the nonrecourse li-
ability, and the partner’s share of the
net decrease in partnership minimum
gain results from the repayment or the
increase to the property’s basis. See
paragraph (m), Example (1)(iv) of this
section.

(4) Waiver for certain income alloca-
tions that fail to meet minimum gain
chargeback requirement if minimum gain
chargeback distorts economic arrange-
ment. In any taxable year that a part-
nership has a net decrease in partner-
ship minimum gain, if the minimum
gain chargeback requirement would
cause a distortion in the economic ar-
rangement among the partners and it
is not expected that the partnership
will have sufficient other income to
correct that distortion, the Commis-
sioner has the discretion, if requested
by the partnership, to waive the mini-
mum gain chargeback requirement.
The following facts must be dem-
onstrated in order for a request for a
waiver to be considered:

(i) The partners have made capital
contributions or received net income
allocations that have restored the pre-
vious nonrecourse deductions and the
distributions attributable to proceeds
of a nonrecourse liability; and

(ii) The minimum gain chargeback
requirement would distort the part-
ners’ economic arrangement as re-
flected in the partnership agreement
and as evidenced over the term of the
partnership by the partnership’s allo-
cations and distributions and the part-
ners’ contributions.

(5) Additional exceptions. The Commis-
sioner may, by revenue ruling, provide
additional exceptions to the minimum
gain chargeback requirement.

(6) Partnership items subject to the min-
imum gain chargeback requirement. Any
minimum gain chargeback required for

a partnership taxable year consists
first of certain gains recognized from
the disposition of partnership property
subject to one or more partnership
nonrecourse liabilities and then if nec-
essary consists of a pro rata portion of
the partnership’s other items of income
and gain for that year. If the amount of
the minimum gain chargeback require-
ment exceeds the partnership’s income
and gains for the taxable year, the ex-
cess carries over. See paragraphs (j)(2)
(i) and (iii) of this section for more spe-
cific ordering rules.

(7) Examples. The following examples
illustrate the provisions in § 1.704–2(f).

Example 1. Partnership AB consists of two
partners, limited partner A and general part-
ner B. Partner A contributes $90 and Partner
B contributes $10 to the partnership. The
partnership agreement has a minimum gain
chargeback provision and provides that, ex-
cept as otherwise required by section 704(c),
all losses will be allocated 90 percent to A
and 10 percent to B; and that all income will
be allocated first to restore previous losses
and thereafter 50 percent to A and 50 percent
to B. Distributions are made first to return
initial capital to the partners and then 50
percent to A and 50 percent to B. Final dis-
tributions are made in accordance with cap-
ital account balances. The partnership bor-
rows $200 on a nonrecourse basis from an un-
related third party and purchases an asset
for $300. The partnership’s only tax item for
each of the first three years in $100 of depre-
ciation on the asset. A’s and B’s shares of
minimum gain (under paragraph (g) of this
section) and deficit capital account balances
are $180 and $20 respectively at the end of the
third year. In the fourth year, the partner-
ship earns $400 of net operating income and
allocates the first $300 to restore the pre-
vious losses (i.e., $270 to A and $30 to B); the
last $100 is allocated $50 each. The partner-
ship distributes $200 of the available cash
that same year; the first $100 is distributed
$90 to A and $10 to B to return their capital
contributions; the last $100 is distributed $50
each to reflect their ratio for sharing profits.

A B

Capital account on formation .................... $90 $10
Less: Net loss in years 1–3 ............... ($270) ($30)

Capital account at end of year 3 ............... ($180) ($20)
Allocation of operating income to restore

nonrecourse deductions ......................... $180 $20

Allocation of operating income to restore
capital contributions ............................... $90 $10

Allocation of operating income to reflect
profits ..................................................... $50 $50
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A B

Capital accounts after allocation of operat-
ing income .............................................. $140 $60

Distribution reflecting capital contribution .. ($90) ($10)
Distribution in profit-sharing ratio .............. ($50) ($50)

Capital accounts following distribution ...... ($0) ($0)

In the fifth year, the partnership sells the
property for $300 and realizes $300 of gain.
$200 of the proceeds are used to pay the non-
recourse lender. The partnership has $300 to
distribute, and the partners expect to share
that equally. Absent a waiver under para-
graph (f)(4) of this section, the minimum
gain chargeback would require the partner-
ship to allocate the first $200 of the gain $180
to A and $20 to B, which would distort their
economic arrangement. This allocation, to-
gether with the allocation of the $100 profit
$50 to each partner, would result in A having
a positive capital account balance of $230 and
B having a positive capital account balance
of $70. The allocation of income in year 4 in
effect anticipated the minimum gain
chargeback that did not occur until year 5.
Assuming the partnership would not have
sufficient other income to correct the distor-
tion that would otherwise result, the part-
nership may request that the Commissioner
exercise his or her discretion to waive the
minimum gain chargeback requirement and
recognize allocations that would allow A and
B to share equally the gain on the sale of the
property. These allocations would bring the
partners’ capital accounts to $150 each, al-
lowing them to share the last $300 equally.
The Commissioner may, in his or her discre-
tion, permit this allocation pursuant to
paragraph (f)(4) of this section because the
minimum gain chargeback would distort the
partners’ economic arrangement over the
term of the partnership as reflected in the
partnership agreement and as evidenced by
the partners’ contributions and the partner-
ship’s allocations and distributions.

Example 2. A and B form a partnership, con-
tribute $25 each to the partnership’s capital,
and agree to share all losses and profits 50
percent each. Neither partner has an uncon-
ditional deficit restoration obligation and all
the requirements in paragraph (e) of this sec-
tion are met. The partnership obtains a non-
recourse loan from an unrelated third party
of $100 and purchases two assets, stock for
$50 and depreciable property for $100. The
nonrecourse loan is secured by the partner-
ship’s depreciable property. The partnership
generates $20 of depreciation in each of the
first five years as its only tax item. These
deductions are properly treated as non-
recourse deductions and the allocation of
these deductions 50 percent to A and 50 per-
cent to B is deemed to be in accordance with
the partners’ interests in the partnership. At
the end of year five, A and B each have a $25

deficit capital account and a $50 share of
partnership minimum gain. In the beginning
of year six, (at the lender’s request), A guar-
antees the entire nonrecourse liability. Pur-
suant to paragraph (d)(1) of this section, the
partnership has a net decrease in minimum
gain of $100 and under paragraph (g)(2) of this
section, A’s and B’s shares of that net de-
crease are $50 each. Under paragraph (f)(1) of
this section (the minimum gain chargeback
requirement), B is subject to a $50 minimum
gain chargeback. Because the partnership
has no gross income in year six, the entire
$50 carries over as a minimum gain
chargeback requirement to succeeding tax-
able years until their is enough income to
cover the minimum gain chargeback require-
ment. Under the exception to the minimum
gain chargeback in paragraph (f)(2) of this
section, A is not subject to a minimum gain
chargeback for A’s $50 share of the net de-
crease because A bears the economic risk of
loss for the liability. Instead, A’s share of
partner nonrecourse debt minimum gain is
$50 pursuant to paragraph (i)(3) of this sec-
tion. In year seven, the partnership earns
$100 of net operating income and uses the
money to repay the entire $100 nonrecourse
debt (that A has guaranteed). Under para-
graph (i)(3) of this section, the partnership
has a net decrease in partner nonrecourse
debt minimum gain of $50. B must be allo-
cated $50 of the operating income pursuant
to the carried over minimum gain
chargeback requirement; pursuant to para-
graph (i)(4) of this section, the other $50 of
operating income must be allocated to A as
a partner nonrecourse debt minimum gain
chargeback.

(g) Shares of partnership minimum
gain—(1) Partner’s share of partnership
minimum gain. Except as increased in
paragraph (g) (3) of this section, a part-
ner’s share of partnership minimum
gain at the end of any partnership tax-
able year equals:

(i) The sum of nonrecourse deduc-
tions allocated to that partner (and to
that partner’s predecessors in interest)
up to that time and the distributions
made to that partner (and to that part-
ner’s predecessors’ in interest) up to
that time of proceeds of a nonrecourse
liability allocable to an increase in
partnership minimum gain (see para-
graph (h)(1) of this section); minus

(ii) The sum of that partner’s (and
that partner’s predecessors’ in interest)
aggregate share of the net decreases in
partnership minimum gain plus their
aggregate share of decreases resulting
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from revaluations of partnership prop-
erty subject to one or more partnership
nonrecourse liabilities.
For purposes of § 1.704–1(b)(2)(ii)(d), a
partner’s share of partnership mini-
mum gain is added to the limited dol-
lar amount, if any, of the deficit bal-
ance in the partner’s capital account
that the partner is obligated to restore.
See paragraph (m), Examples (1)(i) and
(3)(i) of this section.

(2) Partner’s share of the net decrease
in partnership minimum gain. A part-
ner’s share of the net decrease in part-
nership minimum gain is the amount
of the total net decrease multiplied by
the partner’s percentage share of the
partnership’s minimum gain at the end
of the immediately preceding taxable
year. A partner’s share of any decrease
in partnership minimum gain resulting
from a revaluation of partnership prop-
erty equals the increase in the part-
ner’s capital account attributable to
the revaluation to the extent the re-
duction in minimum gain is caused by
the revaluation. See paragraph (m), Ex-
ample (3)(ii) of this section.

(3) Conversions of recourse or partner
nonrecourse debt into nonrecourse debt. A
partner’s share of partnership mini-
mum gain is increased to the extent
provided in this paragraph (g)(3) if a re-
financing, the lapse of a guarantee, or
other change to a debt instrument
causes a recourse or partner non-
recourse liability to become partially
or wholly nonrecourse. If a recourse li-
ability becomes a nonrecourse liabil-
ity, a partner has a share of the part-
nership’s minimum gain that results
from the conversion equal to the part-
ner’s deficit capital account (deter-
mined under § 1.704–1(b)(2)(iv)) to the
extent the partner no longer bears the
economic burden for the entire deficit
capital account as a result of the con-
version. For purposes of the preceding
sentence, the determination of the ex-
tent to which a partner bears the eco-
nomic burden for a deficit capital ac-
count is made by determining the con-
sequences to the partner in the case of
a complete liquidation of the partner-
ship immediately after the conversion
applying the rules described in § 1.704–
1(b)(2)(iii)(c) that deem the value of
partnership property to equal its basis,
taking into account section 7701(g) in

the case of property that secures non-
recourse indebtedness. If a partner non-
recourse debt becomes a nonrecourse
liability, the partner’s share of part-
nership minimum gain is increased to
the extent the partner is not subject to
the minimum gain chargeback require-
ment under paragraph (i)(4) of this sec-
tion.

(h) Distribution of nonrecourse liability
proceeds allocable to an increase in part-
nership minimum gain—(1) In general. If
during its taxable year a partnership
makes a distribution to the partners
allocable to the proceeds of a non-
recourse liability, the distribution is
allocable to an increase in partnership
minimum gain to the extent the in-
crease results from encumbering part-
nership property with aggregate non-
recourse liabilities that exceed the
property’s adjusted tax basis. See para-
graph (m), Example (1)(vi) of this sec-
tion. If the net increase in partnership
minimum gain for a partnership tax-
able year is allocable to more than one
nonrecourse liability, the net increase
is allocated among the liabilities in
proportion to the amount each liability
contributed to the increase in mini-
mum gain.

(2) Distribution allocable to nonrecourse
liability proceeds. A partnership may
use any reasonable method to deter-
mine whether a distribution by the
partnership to one or more partners is
allocable to proceeds of a nonrecourse
liability. The rules prescribed under
§ 1.163–8T for allocating debt proceeds
among expenditures (applying those
rules to the partnership as if it were an
individual) constitute a reasonable
method for determining whether the
nonrecourse liability proceeds are dis-
tributed to the partners and the part-
ners to whom the proceeds are distrib-
uted.

(3) Option when there is an obligation
to restore. A partnership may treat any
distribution to a partner of the pro-
ceeds of a nonrecourse liability (that
would otherwise be allocable to an in-
crease in partnership minimum gain)
as a distribution that is not allocable
to an increase in partnership minimum
gain to the extent the distribution does
not cause or increase a deficit balance
in the partner’s capital account that
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exceeds the amount the partner is oth-
erwise obligated to restore (within the
meaning of § 1.704–1(b)(2)(ii)(c)) as of the
end of the partnership taxable year in
which the distribution occurs.

(4) Carryover to immediately succeeding
taxable year. The carryover rule of this
paragraph applies if the net increase in
partnership minimum gain for a part-
nership taxable year that is allocable
to a nonrecourse liability under para-
graph (h)(2) of this section exceeds the
distributions allocable to the proceeds
of the liability (‘‘excess allocable
amount’’), and all or part of the net in-
crease in partnership minimum gain
for the year is carried over as an in-
crease in partnership minimum gain
for the immediately succeeding taxable
year (pursuant to paragraph (j)(1)(iii)
of this section). If the carryover rule of
this paragraph applies, the excess allo-
cable amount (or the amount carried
over under paragraph (j)(1)(iii) of this
section, if less) is treated in the suc-
ceeding taxable year as an increase in
partnership minimum gain that arose
in that year as a result of incurring the
nonrecourse liability to which the ex-
cess allocable amount is attributable.
See paragraph (m), Example (1)(vi) of
this section. If for a partnership tax-
able year there is an excess allocable
amount with respect to more than one
partnership nonrecourse liability, the
excess allocable amount is allocated to
each liability in proportion to the
amount each liability contributed to
the increase in minimum gain.

(i) Partnership nonrecourse liabilities
where a partner bears the economic risk of
loss—(1) In general. Partnership losses,
deductions, or section 705(a)(2)(B) ex-
penditures that are attributable to a
particular partner nonrecourse liabil-
ity (‘‘partner nonrecourse deductions,’’
as defined in paragraph (i)(2) of this
section) must be allocated to the part-
ner that bears the economic risk of loss
for the liability. If more than one part-
ner bears the economic risk of loss for
a partner nonrecourse liability, any
partner nonrecourse deductions attrib-
utable to that liability must be allo-
cated among the partners according to
the ratio in which they bear the eco-
nomic risk of loss. If partners bear the
economic risk of loss for different por-
tions of a liability, each portion is

treated as a separate partner non-
recourse liability.

(2) Definition of and determination of
partner nonrecourse deductions. For any
partnership taxable year, the amount
of partner nonrecourse deductions with
respect to a partner nonrecourse debt
equals the net increase during the year
in minimum gain attributable to the
partner nonrecourse debt (‘‘partner
nonrecourse debt minimum gain’’), re-
duced (but not below zero) by proceeds
of the liability distributed during the
year to the partner bearing the eco-
nomic risk of loss for the liability that
are both attributable to the liability
and allocable to an increase in the
partner nonrecourse debt minimum
gain. See paragraph (m), Example (1)
(viii) and (ix) of this section. The deter-
mination of which partnership items
constitute the partner nonrecourse de-
ductions with respect to a partner non-
recourse debt must be made in a man-
ner consistent with the provisions of
paragraphs (c) and (j)(1) (i) and (iii) of
this section.

(3) Determination of partner non-
recourse debt minimum gain. For any
partnership taxable year, the deter-
mination of partner nonrecourse debt
minimum gain and the net increase or
decrease in partner nonrecourse debt
minimum gain must be made in a man-
ner consistent with the provisions of
paragraphs (d) and (g)(3) of this sec-
tion.

(4) Chargeback of partner nonrecourse
debt minimum gain. If during a partner-
ship taxable year there is a net de-
crease in partner nonrecourse debt
minimum gain, any partner with a
share of that partner nonrecourse debt
minimum gain (determined under para-
graph (i)(5) of this section) as of the be-
ginning of the year must be allocated
items of income and gain for the year
(and, if necessary, for succeeding years)
equal to that partner’s share of the net
decrease in the partner nonrecourse
debt minimum gain. A partner’s share
of the net decrease in partner non-
recourse debt minimum gain is deter-
mined in a manner consistent with the
provisions of paragraph (g)(2) of this
section. A partner is not subject to this
minimum gain chargeback, however, to
the extent the net decrease in partner
nonrecourse debt minimum gain arises
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because the liability ceases to be part-
ner nonrecourse debt due to a conver-
sion, refinancing, or other change in
the debt instrument that causes it to
become partially or wholly a non-
recourse liability. The amount that
would otherwise be subject to the part-
ner nonrecourse debt minimum gain
chargeback is added to the partner’s
share of partnership minimum gain
under paragraph (g)(3) of this section.
In addition, rules consistent with the
provisions of paragraphs (f) (2), (3), (4),
and (5) of this section apply with re-
spect to partner nonrecourse debt in
appropriate circumstances. The deter-
mination of which items of partnership
income and gain must be allocated pur-
suant to this paragraph (i)(4) is made
in a manner that is consistent with the
provisions of paragraph (f)(6) of this
section. See paragraph (j)(2) (ii) and
(iii) of this section for more specific
rules.

(5) Partner’s share of partner non-
recourse debt minimum gain. A partner’s
share of partner nonrecourse debt min-
imum gain at the end of any partner-
ship taxable year is determined in a
manner consistent with the provisions
of paragraphs (g)(1) and (g)(3) of this
section with respect to each particular
partner nonrecourse debt for which the
partner bears the economic risk of loss.
For purposes of § 1.704–1(b)(2)(ii)(d), a
partner’s share of partner nonrecourse
debt minimum gain is added to the
limited dollar amount, if any, of the
deficit balance in the partner’s capital
account that the partner is obligated
to restore, and the partner is not other-
wise considered to have a deficit res-
toration obligation as a result of bear-
ing the economic risk of loss for any
partner nonrecourse debt. See para-
graph (m), Example (1)(viii) of this sec-
tion.

(6) Distribution of partner nonrecourse
debt proceeds allocable to an increase in
partner nonrecourse debt minimum gain.
Rules consistent with the provisions of
paragraph (h) of this section apply to
distributions of the proceeds of partner
nonrecourse debt.

(j) Ordering rules. For purposes of this
section, the following ordering rules
apply to partnership items. Notwith-
standing any other provision in this
section and § 1.704–1, allocations of

partner nonrecourse deductions, non-
recourse deductions, and minimum
gain chargebacks are made before any
other allocations.

(1) Treatment of partnership losses and
deductions. (i) Partner nonrecourse de-
ductions. Partnership losses, deduc-
tions, and section 705(a)(2)(B) expendi-
tures are treated as partner non-
recourse deductions in the amount de-
termined under paragraph (i)(2) of this
section (determining partner non-
recourse deductions) in the following
order:

(A) First, depreciation or cost recov-
ery deductions with respect to property
that is subject to partner nonrecourse
debt;

(B) Then, if necessary, a pro rata por-
tion of the partnership’s other deduc-
tions, losses, and section 705(a)(2)(B)
items.

Depreciation or cost recovery deduc-
tions with respect to property that is
subject to a partnership nonrecourse li-
ability is first treated as a partnership
nonrecourse deduction and any excess
is treated as a partner nonrecourse de-
duction under this paragraph (j)(1)(i).

(ii) Partnership nonrecourse deduc-
tions. Partnership losses, deductions,
and section 705(a)(2)(B) expenditures
are treated as partnership nonrecourse
deductions in the amount determined
under paragraph (c) of this section (de-
termining nonrecourse deductions) in
the following order:

(A) First, depreciation or cost recov-
ery deductions with respect to property
that is subject to partnership non-
recourse liabilities;

(B) Then, if necessary, a pro rata por-
tion of the partnership’s other deduc-
tions, losses, and section 705(a)(2)(B)
items.

Depreciation or cost recovery deduc-
tions with respect to property that is
subject to partner nonrecourse debt is
first treated as a partner nonrecourse
deduction and any excess is treated as
a partnership nonrecourse deduction
under this paragraph (j)(1)(ii). Any
other item that is treated as a partner
nonrecourse deduction will in no event
be treated as a partnership nonrecourse
deduction.
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(iii) Carryover to succeeding taxable
year. If the amount of partner non-
recourse deductions or nonrecourse de-
ductions exceeds the partnership’s
losses, deductions, and section
705(a)(2)(B) expenditures for the tax-
able year (determined under para-
graphs (j)(1) (i) and (ii) of this section),
the excess is treated as an increase in
partner nonrecourse debt minimum
gain or partnership minimum gain in
the immediately succeeding partner-
ship taxable year. See paragraph (m),
Example (1)(vi) of this section.

(2) Treatment of partnership income
and gains. (i) Minimum gain chargeback.
Items of partnership income and gain
equal to the minimum gain chargeback
requirement (determined under para-
graph (f) of this section) are allocated
as a minimum gain chargeback in the
following order:

(A) First, gain from the disposition of
property subject to partnership non-
recourse liabilities;

(B) Then, if necessary, a pro rata por-
tion of the partnership’s other items of
income and gain for that year.

Gain from the disposition of property
subject to partner nonrecourse debt is
allocated to satisfy a minimum gain
chargeback requirement for partner-
ship nonrecourse debt only to the ex-
tent not allocated under paragraph
(j)(2)(ii) of this section.

(ii) Chargeback attributable to decrease
in partner nonrecourse debt minimum
gain. Items of partnership income and
gain equal to the partner nonrecourse
debt minimum gain chargeback (deter-
mined under paragraph (i)(4) of this
section) are allocated to satisfy a part-
ner nonrecourse debt minimum gain
chargeback in the following order:

(A) First, gain from the disposition of
property subject to partner non-
recourse debt;

(B) Then, if necessary, a pro rata por-
tion of the partnership’s other items of
income and gain for that year.

Gain from the disposition of property
subject to a partnership nonrecourse li-
ability is allocated to satisfy a partner
nonrecourse debt minimum gain
chargeback only to the extent not allo-
cated under paragraph (j)(2)(i) of this
section. An item of partnership income
and gain that is allocated to satisfy a

minimum gain chargeback under para-
graph (f) of this section is not allocated
to satisfy a minimum gain chargeback
under paragraph (i)(4).

(iii) Carryover to succeeding taxable
year. If a minimum gain chargeback re-
quirement (determined under para-
graphs (f) and (i)(4) of this section) ex-
ceeds the partnership’s income and
gains for the taxable year, the excess is
treated as a minimum gain chargeback
requirement in the immediately suc-
ceeding partnership taxable years until
fully charged back.

(k) Tiered partnerships. For purposes
of this section, the following rules de-
termine the effect on partnership mini-
mum gain when a partnership (‘‘upper-
tier partnership’’) is a partner in an-
other partnership (‘‘lower-tier partner-
ship’’).

(1) Increase in upper-tier partnership’s
minimum gain. The sum of the non-
recourse deductions that the lower-tier
partnership allocates to the upper-tier
partnership for any taxable year of the
upper-tier partnership, and the dis-
tributions made during that taxable
year from the lower-tier partnership to
the upper-tier partnership of proceeds
of nonrecourse debt that are allocable
to an increase in the lower-tier part-
nership’s minimum gain, is treated as
an increase in the upper-tier partner-
ship’s minimum gain.

(2) Decrease in upper-tier partnership’s
minimum gain. The upper-tier partner-
ship’s share for its taxable year of the
lower-tier partnership’s net decrease in
its minimum gain is treated as a de-
crease in the upper-tier partnership’s
minimum gain for that taxable year.

(3) Nonrecourse debt proceeds distrib-
uted from the lower-tier partnership to the
upper-tier partnership. All distributions
from the lower-tier partnership to the
upper-tier partnership during the
upper-tier partnership’s taxable year of
proceeds of a nonrecourse liability al-
locable to an increase in the lower-tier
partnership’s minimum gain are treat-
ed as proceeds of a nonrecourse liabil-
ity of the upper-tier partnership. The
increase in the upper-tier partnership’s
minimum gain (under paragraph (k)(1)
of this section) attributable to the re-
ceipt of those distributions is, for pur-
poses of paragraph (h) of this section,
treated as an increase in the upper-tier
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partnership’s minimum gain arising
from encumbering property of the
upper-tier partnership with a non-
recourse liability of the upper-tier
partnership.

(4) Nonrecourse deductions of lower-tier
partnership treated as depreciation by
upper-tier partnership. For purposes of
paragraph (c) of this section, all non-
recourse deductions allocated by the
lower-tier partnership to the upper-tier
partnership for the upper-tier partner-
ship’s taxable year are treated as de-
preciation or cost recovery deductions
with respect to property owned by the
upper-tier partnership and subject to a
nonrecourse liability of the upper-tier
partnership with respect to which min-
imum gain increased during the year
by the amount of the nonrecourse de-
ductions.

(5) Coordination with partner non-
recourse debt rules. The lower-tier part-
nership’s liabilities that are treated as
the upper-tier partnership’s liabilities
under § 1.752–4(a) are treated as the
upper-tier partnership’s liabilities for
purposes of applying paragraph (i) of
this section. Rules consistent with the
provisions of paragraphs (k)(1) through
(k)(4) of this section apply to deter-
mine the allocations that the upper-
tier partnership must make with re-
spect to any liability that constitutes
a nonrecourse debt for which one or
more partners of the upper-tier part-
nership bear the economic risk of loss.

(l) Effective dates—(1) In general—(i)
Prospective application. Except as other-
wise provided in this paragraph (l), this
section applies for partnership taxable
years beginning on or after December
28, 1991. For the rules applicable to tax-
able years beginning after December 29,
1988, and before December 28, 1991, see
former § 1.704–1T(b)(4)(iv). For the rules
applicable to taxable years beginning
on or before December 29, 1988, see
former § 1.704–1(b)(4)(iv).

(ii) Partnerships subject to temporary
regulations. If a partnership agreement
entered into after December 29, 1988,
and before December 28, 1991, or a part-
nership agreement entered into on or
before December 29, 1988, that elected
to apply former § 1.704–1T(b)(4)(iv) (as
contained in the CFR edition revised as
of April 1, 1991), complied with the pro-

visions of former § 1.704–1T(b)(4)(iv) be-
fore December 28, 1991—

(A) The provisions of former § 1.704–
1T(b)(4)(iv) continue to apply to the
partnership for any taxable year begin-
ning on or after December 28, 1991, (un-
less the partnership makes an election
under paragraph (l)(4) of this section)
and ending before any subsequent ma-
terial modification to the partnership
agreement; and

(B) The provisions of this section do
not apply to the partnership for any of
those taxable years.

(iii) Partnerships subject to former reg-
ulations. If a partnership agreement en-
tered into on or before December 29,
1988, complied with the provisions of
former § 1.704–1(b)(4)(iv)(d) on or before
that date—

(A) The provisions of former § 1.704–
1(b)(4)(iv) (a) through (f) continue to
apply to the partnership for any tax-
able year beginning after that date (un-
less the partnership made an election
under § 1.704–1T(b)(4)(iv)(m)(4) in a part-
nership taxable year ending before De-
cember 28, 1991, or makes an election
under paragraph (l)(4) of this section)
and ending before any subsequent ma-
terial modification to the partnership
agreement; and

(B) The provisions of this section do
not apply to the partnership for any of
those taxable years.

(2) Special rule applicable to pre-Janu-
ary 30, 1989, related party nonrecourse
debt. For purposes of this section and
former § 1.704–1T(b)(4)(iv), if—

(i) A partnership liability would, but
for this paragraph (l)(2) of this section,
constitute a partner nonrecourse debt;
and

(ii) Sections 1.752–1 through 1.752–3 or
former §§ 1.752–1T through –3T (which-
ever is applicable) do not apply to the
liability;
the liability is, notwithstanding para-
graphs (i) and (b)(4) of this section,
treated as a nonrecourse liability of
the partnership, and not as a partner
nonrecourse debt, to the extent the li-
ability would be so treated under this
section (or § 1.704–1T(b)(4)(iv)) if the de-
termination of the extent to which one
or more partners bears the economic
risk of loss for the liability under
§ 1.752–1 or former § 1.752–1T were made
without regard to the economic risk of
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loss that any partner would otherwise
be considered to bear for the liability
by reason of any obligation undertaken
or interest as a creditor acquired prior
to January 30, 1989, by a person related
to the partner (within the meaning of
§ 1.752–4(b) or former § 1.752–1T(h)). For
purposes of the preceding sentence, if a
related person undertakes an obliga-
tion or acquires an interest as a credi-
tor on or after January 30, 1989, pursu-
ant to a written binding contract in ef-
fect prior to January 30, 1989, and at all
times thereafter, the obligation or in-
terest as a creditor is treated as if it
were undertaken or acquired prior to
January 30, 1989. However, for partner-
ship taxable years beginning on or
after December 29, 1988, a pre-January
30, 1989, liability, other than a liability
subject to paragraph (l)(3) of this sec-
tion or former § 1.704–1T(b)(4)(iv)(m)(3)
(whichever is applicable), that is treat-
ed as grandfathered under former
§§ 1.752–1T through –3T (whichever is
applicable) will be treated as a non-
recourse liability for purposes of this
section provided that all partners in
the partnership consistently treat the
liability as nonrecourse for partnership
taxable years beginning on or after De-
cember 29, 1988.

(3) Transition rule for pre-March 1,
1984, partner nonrecourse debt. If a part-
nership liability would, but for this
paragraph (l)(3) or former § 1.704–
1T(b)(4)(iv), constitute a partner non-
recourse debt and the liability con-
stitutes grandfathered partner non-
recourse debt that is appropriately
treated as a nonrecourse liability of
the partnership under § 1.752–1 (as in ef-
fect prior to December 29, 1988)—

(i) The liability is, notwithstanding
paragraphs (i) and (b)(4) of this section,
former § 1.704–1T(b)(4)(iv), and former
§ 1.704–1(b)(4)(iv), treated as a non-
recourse liability of the partnership for
purposes of this section and for pur-
poses of former § 1.704–1T(b)(4)(iv) and
former § 1.704–1(b)(4)(iv) to the extent of
the amount, if any, by which the small-
est outstanding balance of the liability
during the period beginning at the end
of the first partnership taxable year
ending on or after December 31, 1986,
and ending at the time of any deter-
mination under this paragraph (l)(3)(i)
or former § 1.704–1T(b)(4)(iv)(m)(3)(i) ex-

ceeds the aggregate amount of the ad-
justed basis (or book value) of partner-
ship property allocable to the liability
(determined in accordance with former
§ 1.704–1(b)(4)(iv)(c) (1) and (2) at the end
of the first partnership taxable year
ending on or after December 31, 1986);
and

(ii) In applying this section to the li-
ability, former § 1.704–1(b)(4)(iv)(c) (1)
and (2) is applied as if all of the ad-
justed basis of partnership property al-
locable to the liability is allocable to
the portion of the liability that is
treated as a partner nonrecourse debt
and as if none of the adjusted basis of
partnership property that is allocable
to the liability is allocable to the por-
tion of the liability that is treated as a
nonrecourse liability under this para-
graph (l)(3) and former § 1.704–1T
(b)(4)(iv)(m)(3)(i).

For purposes of the preceding sentence,
a grandfathered partner debt is any
partnership liability that was not sub-
ject to former §§ 1.752–1T and –3T but
that would have been subject to those
sections under § 1.752–4T(b) if the liabil-
ity had arisen (other than pursuant to
a written binding contract) on or after
March 1, 1984. A partnership liability is
not considered to have been subject to
§§ 1.752–2T and –3T solely because a por-
tion of the liability was treated as a li-
ability to which those sections apply
under § 1.752–4(e).

(4) Election. A partnership may elect
to apply the provisions of this section
to the first taxable year of the partner-
ship ending on or after December 28,
1991. An election under this paragraph
(l)(4) is made by attaching a written
statement to the partnership return for
the first taxable year of the partner-
ship ending on or after December 28,
1991. The written statement must in-
clude the name, address, and taxpayer
identification number of the partner-
ship making the statement and must
declare that an election is made under
this paragraph (l)(4).

(m) Examples. The principles of this
section are illustrated by the following
examples:

Example 1. Nonrecourse deductions and part-
nerships minimum gain. For Example 1, unless
otherwise provided, the following facts are
assumed. LP, the limited partner, and GP,
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deficit balance in GP’s capital account fol-
lowing the liquidation of GP’s interest (as
set forth in § 1.704–1 (b) (2)(ii)(b)(3)), and LP
will not be required to restore any deficit
balance in LP’s capital account following
the liquidation of LP’s interest. The partner-
ship agreement contains the following provi-
sions required by paragraph (e) of this sec-
tion: a qualified income offset (as defined in
§ 1.704–1(b)(2)(ii)(d)); a minimum gain
chargeback (in accordance with paragraph (f)
of this section); a provision that the part-
ners’ capital accounts will be determined
and maintained in accordance with § 1.704–
1(b)(2)(ii)(b)(1); and a provision that distribu-
tions will be made in accordance with part-
ners’ positive capital account balances (as
set forth in § 1.704–1(b)(2)(ii)(b)(2)). In addi-
tion, as of the end of each partnership tax-
able year discussed herein, the items de-
scribed in § 1.704–1(b)(2)(ii)(d) (4), (5), and (6)
are not reasonably expected to cause or in-
crease a deficit balance in LP’s capital ac-
count. The partnership agreement provides
that, except as otherwise required by its
qualified income offset and minimum gain
chargeback provisions, all partnership items
will be allocated 90 percent to LP and 10 per-
cent to GP until the first time when the
partnership has recognized items of income
and gain that exceed the items of loss and
deduction it has recognized over its life, and
all further partnership items will be allo-
cated equally between LP and GP. Finally,
the partnership agreement provides that all
distributions, other than distributions in liq-
uidation of the partnership or of a partner’s
interest in the partnership, will be made 90
percent to LP and 10 percent to GP until a
total of $200,000 has been distributed, and
thereafter all the distributions will be made
equally to LP and GP. In each of the partner-
ship’s first 2 taxable years, it generates rent-
al income of $95,000, operating expenses (in-
cluding land lease payments) of $10,000, in-

terest expense of $80,000, and a depreciation
deduction of $90,000, resulting in a net tax-
able loss of $85,000 in each of those years. The
allocations of these losses 90 per percent to
LP and 10 percent to GP have substantial
economic effect.

LP GP

Capital account on formation .......... $180,000 $20,000
Less: net loss in years 1 and 2 (153,000) (17,000)

Capital account at end of year 2 ..... $27,000 $3,000

In the partnership’s third taxable year, it
again generates rental income of $95,000, op-
erating expenses of $10,000, interest expense
of $80,000, and a depreciation deduction of
$90,000, resulting in net taxable loss of
$85,000. The partnership makes no distribu-
tions.

(i) Calculation of nonrecourse deductions and
partnership minimum gain. If the partnership
were to dispose of the building in full satis-
faction of the nonrecourse liability at the
end of the third year, it would realize $70,000
of gain ($800,000 amount realized less $730,000
adjusted tax basis). Because the amount of
partnership minimum gain at the end of the
third year (and the net increase in partner-
ship minimum gain during the year) is
$70,000, there are partnership nonrecourse de-
ductions for that year of $70,000, consisting
of depreciation deductions allowable with re-
spect to the building of $70,000. Pursuant to
the partnership agreement, all partnership
items comprising the net taxable loss of
$85,000, including the $70,000 nonrecourse de-
duction, are allocated 90 percent to LP and
10 percent to GP. The allocation of these
items, other than the nonrecourse deduc-
tions, has substantial economic effect.

LP GP

Capital account at end of year 2 ..... $27,000 $3,000
Less: net loss in year 3 (with-

out nonrecourse deductions) (13,500) (1,500)
Less: nonrecourse deductions

in year 3 ................................ (63,000) (7,000)

Capital account at end of year 3 ..... ($49,500) ($5,500)
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